"Even Confucian managers respond to incentives."' INTRODUCTION This article considers the extent to which countries or companies can successfully borrow foreign corporate governance elements to improve their own corporate governance system. At the national level, such borrowing-often referred to as "transplantation"-requires public action by law-makers or regulators. The history of legal transplantation is long and checkered, beginning with the "law and development" movement of the 1960s. Often done at the behest of Western donor countries, direct transplantation efforts were largely futile in generating Western-like economic growth and have caused considerable political strife. The demise of communist regimes in Europe turned the region into a laboratory for legal reforms with the aim of establishing market economies. Generally inspired by North American notions of corporate governance, legal reforms during the 1990s were expected to provide investors with a hospitable and protective environment. 2 With few exceptions, these reforms produced outcomes varying from disappointing to ruinous (as in Russia and the Czech Republic). 3 Corporate governance reform is popular nonetheless. Studies conducted since the mid-1990s show that simple metrics of corporate governance quality correlate positively with important economic factors at both the national level and firm level. 4 This evidence suggests, at least by implication that improving the quality of corporate governance would bring about concomitant benefits for nations and firms alike. Poor corporate governance was pointed to as one of the factors that could lead to economic crises like the 1997 financial crisis in Asia. Policy documents endorsed by major international bodies now advance codes of optimal corporate governance principles to be implemented by governments
The idea that foreign firms actually engage in cross-listing to improve their corporate governance is often attributed to Jack Coffee. 8 Bernard Black generalized this insight in several dimensions and coined the metaphor "piggybacking" to describe such renting of a country's corporate governance system by foreign corporations. 9 In this view, cross-listing on a foreign stock market can serve as a bonding mechanism for corporate insiders to credibly commit to a better governance regime. Cross-listing could thus become a vehicle for international convergence toward globally desirable governance regimes.
The relations between cross-listing and corporate governance raise two separate but related questions. The first question may be dubbed "bonding or avoiding?" and reflects the idea that in terms of corporate governance, crosslisting may fail to engender the putative benefits suggested by the cross-listingas-bonding hypothesis. In contrast to the bonding hypothesis, an "avoiding hypothesis" proposes that stringent corporate governance requirements in destina- tion markets actually deter insiders and may drive them to avoid cross-listing on these markets. I dealt with this issue on several occasions and argued that the avoiding hypothesis is better supported by empirical evidence.' 0 The bulk of this article is dedicated to analyzing the second question, which may be called "can bonding stick?" When properly considered, this inquiry goes to the root of comparative legal analysis and the design of legal reform based on foreign sources. In the present context, the question is whether foreign legal elements can be neatly "plugged-in" to an existing corporate governance system, be compatible with it, and produce the expected improvements. Such plugging-in of foreign legal elements can be achieved either through public or private action. Public action would include legislative or regulatory reform whereas private action would entail cross-listing on a foreign, better-governed market. This article argues that in considering the prospects of such steps one must assess the difference, or distance, between the source and target systems. A crucial factor appears to be the "cultural distance" between the two systems.
Arguments about cultural uniqueness of people, companies, or nations run the risk of sounding like hollow clichds. Worse yet, such arguments could be raised by interested rent-seeking parties such as managers and bureaucrats to thwart reform in governance institutions. To avoid this trap, this article draws on research from several disciplines. While the core problem is legal and economic in nature, other fields are also relevant-particularly, psychology and accounting. Securities laws mandate disclosure principles for public issuers, but the larger share of the content of disclosure is determined by accounting standards and practices. These disclosure duties are carried out by professionals in companies' home countries. I turn to different branches of psychology to give concrete content to the intuitive notions of cultural distance and corporations' foreignness. Recent advances in this field provide a framework for rigorously analyzing international differences in values and cognitive styles. Evidence surveyed in this article indicates that people from divergent cultures exhibit difference in their perception and judgment-a finding that bears directly on corporate governance. Among other things, it is now well-established that the functioning of national accounting and auditing systems is affected by cultural factors.
While the arguments put forward in this article are general, the present analysis focuses on South Korea as the central reference case. Korean corporations tend to be organized in conglomerates called chaebol, which commentators often associate with Korea's Confucian heritage. Korea belongs to a group of Asian countries with a Confucian heritage distinctly different from the Western cultural heritage. The issue of Confucian values has been a constant theme in comparative corporate governance analyses for over a decade, but the effect of these values has not been satisfactorily discerned. 12 More generally, Korea is a prime example of economic development, having grown from a poor country in the early 1960s to one of today's leading economies. In the wake of the 1997 Asian financial crisis, Korea adopted North American corporate governance features to embark on a path of legal and institutional reform. In addition, the Korean government in 2002 took steps to encourage cross-listing of Korean corporations on several foreign markets.' 3 Therefore, the Korean case provides us an opportunity to analyze efforts toward corporate governance improvement through both public and private action. Among English-language materials, scant attention has been paid to the effect of Korea's culture on the implementation of the legal reforms or the recent cross-listing initiative.
14 Preliminary evidence from the short period following the reforms suggests, however, that many of them remain on paper only, because of cultural factors. This article notes that these reforms may reflect a graver problem. Implementing foreign governance mechanisms incidentally reflects an attempt to write off Korea's Confucian heritage as an asset for governance institutions. Korea's cultural heritage should not be perceived solely as an archaic legacy of past generations. Rather, this cultural endowment should be regarded as part of the country's social capital, capable of modem, productive use.
Finally, the article returns to cross-listed firms and argues that a country's foreign character retains its dominance in under-appreciated ways. While crosslisting might erode some of these firms' national features, it cannot eliminate them. Adding a layer of North American rules cannot remedy deeply-rooted deficiencies in firms' governance. Companies and their management that crosslist in the United States do not become American by this transaction. In addition to affecting the firm itself, cross-listing also affects the markets on which the firm is listed. Specifically, foreign firms' home markets tend to dominate the price formation processes of their securities. This dominance by the foreign firms' home market is also related to cultural distance through its effect on informational asymmetries. Cross-listing can thus externalize undesirable effects to the host market, particularly in the form of insider trading.
Part I begins with a brief review of the relations between cross-listing and corporate governance as reflected in the bonding-or-avoiding debate. It then points to recent empirical evidence suggesting the importance of cultural distance in cross-listing patterns around the world. Part II begins with some background on Korean corporate governance. Next, this Part elucidates the notions of firms' foreignness and cultural distance and demonstrates how these concepts 12 . The large majority of such analyses have dealt with Japan, the prominent Asian economy in the late 1980s.
Companies Allowed to List Stocks Directly on Nine Foreign
Bourses, THE KOREA HER-ALD, Feb. 6, 2002 . See infra note 89.
14. See infra note 100.
can illuminate corporate governance problems in Korea. Part III focuses on the dominance of home country securities markets in price formation processes of cross-listed stocks.
I.
UNDERSTANDING CROSS-LISTING

A. Financial and Business Aspects
Cross-listing transactions' 5 have attracted the attention of finance scholars for over twenty-five years.' 6 Interest in cross-listing has been on the rise since the mid-1980s, paralleling the growing number of foreign issuers listed on American markets. 17 Scholars have advanced several independent theories regarding what motivates companies to cross-list their shares on foreign markets, A certain evolution is identifiable in these theories and the studies that purported to test them. These theories were first about financial motivations for crosslisting and then, beginning in the early 1990s, studies about other business motivations for cross-listing also emerged. For present purposes, brief mention of these theories will suffice. 18
15. Two notes about terminology: First, this article usually uses "cross-listing" to describe the relevant transaction but the literature also interchangeably refers to dual listing, multiple listing, and foreign listing. While I prefer the latter term, which is the most accurate and general, "cross-listing" is the more commonly used term today. Second, unless the context indicates otherwise, references to stocks or shares in the text also refer to other corporate securities.
16. The pioneering work in the finance literature is Robert C. other than the issuer's country of nationality-is a much older phenomenon. Canadian railway firms were listed on the New York Stock Exchange (NYSE) and the London Stock Exchange (LSE) as of the 1910s. Toward the end of the 1980s, major firms from the three major industrial blocs (the United States, Europe, and Japan) became cross-listed on several exchanges in these regions. See Licht, supra note 8, at 564. Since the early 1990s, the number of foreign firms listed on the markets of developed countries ranged between 5-15% of the total number of listed issuers. For updated statistics on foreign listing, see the website of the World Federation of Exchanges, at http:// www.world-exchanges.org.
17. The common way for issuers to list on a foreign stock exchange, or just create a foreign market presence without listing, is by using a depositary receipt (DR) facility. DRs include American Depositary Receipts (ADRs), Global Depositary Receipts (GDRs), and New York Shares (NYSs). These are negotiable U.S. securities that generally represent a non-U.S. company's publicly traded equity. There are also Euro DRs (EDRs). Although typically denominated in U.S. dollars, depositary receipts can also be denominated in Euros. Currently, there are over 2,000 depositary receipt programs in the United States for companies from over 70 countries. 
Segmentation and Diversification Gains
Cross-listings were first thought of as a means to lower firms' cost of capital by enabling the firm to get more money from investors when offering its stock to the public.
1 9 This effect could stem from two related sources: diversification gains and segmentation gains. Internationally diversified portfolios minimize the investor's exposure only to the global systematic risk.
2° Segmentation occurs where similar assets in different markets have different prices, barring transaction costs. The popularity of investing in emerging market stocks largely stems from potential segmentation gains. Such markets often exhibit barriers to foreign investment due to regulatory limits on foreign holdings in domestic corporations, informational barriers, and so forth. Cross-listing brings foreign stocks closer to investors, in addition to several other advantages arising from lower transaction costs.
Liquidity
Cross-listing may contribute to share value by increasing stock liquidity, as measured by the bid-ask spread. Narrower spreads following a cross-listing would indicate improved liquidity, which increases share value. 21 Cross-listing may result in enhanced inter-market competition that works to lower the spread and may improve liquidity. However, multi-market trading might decrease liquidity by fragmenting order flows among the markets. The net result depends on the circumstances of each security. FIN. 30 (1999) . An alternative, more technical way, to present this idea is to consider cross-listing as a means for lowering the expected return on capital. When a firm has to promise would-be investors a higher return on their capital contribution per share, the firm and its entrepreneurs affectively get equity capital at a higher cost. Higher stock values are therefore associated with lower expected returns, from the firm's perspective.
20. At the domestic economy level, a firm's return has a unique risk component stemming from its specific characteristics and business. This non-systematic risk can be "diversified away" relatively easily by investing in a number of firms engaged in different businesses. Even a little diversification, such as investment in a handful of randomly chosen stocks, can provide a substantial reduction in risk. The other type of risk, systematic risk, is unavoidable; that is, it is undiversifiable at the domestic level because systematic risk stems from economy-wide perils that threaten all businesses. International investment takes diversification one step further. 
Increased Shareholder Base
By cross-listing its stocks, a firm could expand its potential investor base more easily than if it traded on a single market. Cross-listing brings foreign securities closer to potential investors and increases their awareness of investment opportunities, which could lower expected returns. 23 In business management terminology this aspect is called "firm visibility"-a broad notion encompassing frequent mention of the firm in the financial press and closer monitoring of its securities by analysts.
Visibility and Marketing
The putative benefits of increased visibility in the host country exceed the anticipated benefits of shareholder base increase. In addition to greater demand for its stock, listing a corporation's stock abroad provides the company with greater access to foreign product markets and facilitates selling debt in the foreign country.
2 4 A company becomes more credible by providing information to the local capital market because the continuous flow of information allows the capital market to make quicker and more accurate decisions. 
Technical Issues
Even where feasible, effecting a securities transaction abroad is still more complicated and expensive than doing so domestically. Cross-listing can improve a firm's ability to engage in structural transactions abroad such as foreign mergers and acquisitions, stock swaps, and tender offers. 2 6 Moreover, crosslisting also facilitates and enhances the attractiveness of employee stock ownership plans (ESOPs) of large multinational corporations. Local listing in the foreign market provides foreign employees with an accessible exit mechanism for their stocks.
B. Corporate Governance
The notion that issuers may want to improve their corporate governance by subjecting themselves to a better regulatory regime through cross-listing is appealingly elegant. Yet it was only in the late 1990s that theories about legal and governance implications of cross-listing were first articulated in detail. An early article by this author puts forth a general model of the interaction between legal 27 By cross-listing the issuer may opt into another securities regulation regime but does not sever legal ties to its home country. The outcome is a rather complex legal regime in which some components may bring about an improvement in the composite regime governing the issuer but others may erode its effectiveness. There is no reason to assume a priori that cross-listing would entail an improvement in issuers' corporate governance. Inferior legal provisions in the host market may have a dominant effect on the issuer.
In an oft-cited article, Jack Coffee sets forth an argument known as the "bonding hypothesis." Coffee argues that foreign firms actually use a listing on an American market to bond their insiders to better governance standards:
Large firms can choose the stock exchange or exchanges on which they are listed, and in so doing can opt into governance systems, disclosure standards, and accounting rules that may be more rigorous than those required or prevailing in their jurisdiction of incorporation... [Tihe most visible contemporary form of migration seems motivated by the opposite impulse: namely, to opt into higher regulatory or disclosure standards and thus to implement a form of "bonding" under which firms commit to governance standards more exacting than that of their home countries.
28
Coffee further proposes that as foreign issuers migrate to list in U.S. markets and become subject to its standards, the relative importance of variations among the corporate laws of different countries should decline. Moreover, "the application of U.S. securities law, or some 'harmonized' model largely based on it, would instead impose transparency and significantly constrain opportunism by controlling shareholders." 2 9 Accordingly, markets in countries whose laws provide better protection to minority shareholders, such as the United States and the United Kingdom, will attract firms with dispersed ownership, while markets in low-corporate governance countries will trade shares of firms with concentrated ownership. 30 Edward Rock identifies the structure of the American secur-27. See Licht, supra note 8, at 617-21. 28. Coffee, supra note 8, at 651-52. The idea of using stock exchange listing as a mechanism for bonding to a different, arguably better, governance regime first appeared in a fully domestic context in the United States. See Jeffrey N. Gordon, Ties that Bond: Dual Class Common Stock and the Problem of Shareholder Choice, 76 CAL. L. REV. 3, 9, 66-68 (1988) ("insiders who seek to lower the cost of capital will find it valuable to bond a promise that the firm's single class capital structure will not be renegotiated .... the NYSE [one-share-one-vote listing] rule is the only secure bond available for such a promise."). Later developments in the saga of the one-share-one-vote rule have proven, however, that stock exchanges' bonding function is rather flimsy. America's national markets failed to live up to the challenge of preferring investor-protecting rules to management-friendly ones. This story has been recounted several times in the legal literature, but most of the accounts appeared before the crisis was fully resolved. These developments are discussed in Edward B. ities regulation regime as a potential bonding mechanism. Rock argues that it has a characteristic "lobster trap" structure: easy to enter voluntarily but hard to exit. These features are necessary if disclosure regulation is to aid issuers in making a serious commitment to complete and continuous future disclosure. Recently, Coffee modified his theory in light of international stock market developments and empirical research. 32 This version also envisions the possibility of a dual-equilibrium global environment, in which "high disclosure" exchanges would serve as regional "super-markets," providing bonding services to high-quality issuers. However, firms less interested in attracting minority investors, but still desiring some degree of liquidity, might trade only on lower-disclosure exchanges.
3 3 The crucial question is what mechanism could support the high disclosure, race-for-the-top equilibrium? Again, the theoretical answer is market liquidity. Uninformed public investors would flock to markets where they are better protected, leading to large liquidity pools.
Theoretical and empirical research on cross-listing concentrates on firms and stock exchanges as the actors that interact in the global market for crosslistings. Such research analyses are misleadingly partial. The key weakness in the basic bonding theory is that it links the interests of issuers with those of insiders in decision-making positions, including managers and controlling shareholders, and hence underestimates the potential for insiders' opportunism. In particular, little attention has been paid to the possible role of managerial opportunism in company decisions regarding whether to cross-list and on which destination markets. More recent analyses, however, better address this issue. The central insight here is that agents make corporate decisions with regard to cross-listing. Agency theories imply that such agents do not behave altruistically for the benefit of the corporation or its shareholders. Company insiders in decision-making positions cannot be expected to remain agnostic to legal duties pertaining to them individually. 35 Examples of such issues include regulation of self-dealing and affiliated party transactions, disclosure of top executive remuneration on an individual basis, 36 and opportunities to engage in insider trading with impunity. Insiders have incentives to prefer their own self-interest over the interest of their company when deciding to cross-list. Even assuming mangers have substantial holding of their company's stock and options and enjoy the increase in firm value, the benefits from cross-listing inure to the entire class of shareholders, creditors, etc., while the costs are borne entirely by the insiders. Put differently, insiders alone lose opportunities to derive private benefits from the corporation, while the entire corporate entity enjoys the value increase consequent to this loss.
7
The upshot of this reasoning is that cross-listing and bonding may not overlap. When the foreign market effectively imposes better corporate governance on foreign issuers, managers may choose to cross-list their firm in this market to exploit the financial and other business benefits of such a transaction, while foregoing expected private benefits. In other cases, cross-listing may not entail corporate governance improvements. Indeed, cross-listing could then be used to avoid a more stringent regime; piggybacking may lead to a race for the bottom.
Whether issuers seek or avoid markets that offer better governance regimes is debatable. But to empirically resolve this question raises considerable challenges. Many different motivations may affect the cross-listing decision and make it difficult to discern the precise effect of each motivation. Researchers have employed different methodologies for investigating cross-listing, often posing research questions that were not sensitive to the issue. A sober analysis, especially of recent unpublished studies, indicates that the bonding hypothesis does not receive support from the extant empirical evidence while the avoiding hypothesis does. Evidence also supports the managerial opportunism hypothesis.
38
When surveyed, managers and other decision-makers of actual and wouldbe cross-listed corporations all around the world cite business issues, primarily increased visibility in the destination market, as the dominant reason for effecting a cross-listing. When asked about factors that militate against cross-listing, respondents unanimously cite increased disclosure requirements as the most serious obstacle. 39 Studies that investigate regularities in firms' choice of destination markets ("migration studies") offer consistent results. Firms were more likely to cross-list on stock exchanges with lower disclosure levels and in countries that represent larger markets for the firns' products or where their peers were listed. This finding is in line with the visibility rationale, which proposes that firms seek greater public exposure in the destination market. 40 Recent studies that have taken novel empirical approaches to isolating the effects of managerial interests suggest that insiders may take advantage of cross-listings to derive private benefits. 4 '
C. Informational and Cultural Distance
Important as it may be for policy-makers, the bonding-or-avoiding debate does not exhaust the richness of cross-listing as a legally-relevant phenomenon. Whether firms are driven by bonding or by avoiding motivations is ultimately an empirical question. The two competing hypotheses are not mutually exclusive in theory. Although the majority of issuers apparently behave according to the avoiding theory, some issuers may want to take advantage of destination-markets' stringent regulatory regimes, in line with the bonding theory. This begs a question not yet fully explored in the legal and finance literature: Can they do this? Both the bonding and the avoiding hypotheses share an implicit assumption that the regulatory regime in the destination market, regardless of its content, would apply with equal effectiveness as compared to the home-market regime. Under the bonding hypothesis, the bonding "sticks" to the effect of improving firms' corporate governance. Under the avoiding hypothesis, the bonding would stick and is therefore being avoided. 
LEGAL PLUG-INS
Existing literature on corporate governance improvement through private action (cross-listing) reflects an assumption that legal transplantation is a relatively straightforward feat. As noted in the introduction, experience with corporate governance reform through public action (for example, legislative reforms) has shown otherwise. The simple fact that laws work well in certain countries does not ensure they will work well, if at all, in other countries. Similarly, there is no a priori support for the assumption that host-market regulations would effectively govern foreign issuers' affairs. The high diversity of corporate governance regimes around the world in fact suggests that some host-market systems would work better than others-that is, they would fit better.
Cross-listing transactions provide a rare opportunity to investigate the intuitive proposition that the "goodness of fit" among legal transplants varies across legal regimes in correlation with the proximity between them. Because there are scores of issuers who have made the decision whether and where to cross-list, it is possible to search for regularities in cross-listing patterns that may bear on this question. In what follows, I look into some recent empirical studies that present preliminary evidence in support of this proposition. These studies point to informational and cultural distance as the dominant factors in cross-listing patterns around the world.
Pagano, Randl, Roell, and Zechner investigate how the actual cross-listing choices of European companies correlate with specific features of exchanges and countries. 4 2 Consistent with the visibility rationale for cross-listing, companies are found to be attracted to larger markets than their home exchanges and to markets on which other firms from the same industry are listed. Destination countries have on average lower accounting standards than origin countries, confi'rming the findings of other studies mentioned above. Notwithstanding their geographically limited sample, Pagano et al. are able to demonstrate that companies tend to list more frequently within groups of countries that are culturally similar. These researchers identify three groups of countries: one including Austria, Germany, the Netherlands, and Switzerland; another including Belgium, France, Italy, and Spain; and a third including Great Britain and the United States; Sweden is not assigned to any group. These groups are reminiscent of cultural regions identified in the work of Geert Hofstede: Germanic, (economically developed) Latin, Anglo, and Nordic. Using a nearly comprehensive data set of foreign listings in 1998, Sarkissian and Schill find strong evidence that host-home cross-listing activity clusters regionally. 44 Geographic proximity and other variables of familiarity such as trade, common language, colonial ties, and similar industrial structure play an important role in the choice of overseas host market, more significant than fi- nancial factors.
45
The preference for familiar markets is particularly acute among firms outside the G-5 group of industrialized countries and among firms producing non-tradable goods. Firms from non-G-5 countries also tend to target overseas listings in equity markets, which are larger, more liquid, more highly capitalized, and are located in countries with higher scores on legality, meaning observance of the rule of law.
4 6 The top host countries are the United States, United Kingdom, Germany, Switzerland, and Luxembourg." 7 These emerging signs of the role played by cultural proximity in foreign listing are corroborated by research that yields similar results regarding crossborder portfolio investment. Portes and Rey 4 8 show that cross-border equity transaction flows are explained by a "gravity model,"" 9 in which market size, efficiency of the transaction technology, and distance are the most important determinants. The significant negative role of geographical distance is puzzling at first glance, since, unlike goods, securities are "weightless." Portes and Rey surmise that geographical distance hinders economic exchanges due to cultural affinities that affect economic relations through their contribution to informational frictions. 50 These results indicate that the geography of information and informational friction dominate other factors-including financial motivations-in the distribution of cross-border securities transactions.
5 '
II.
UNDERSTANDING CULTURAL DISTANCE A seminal finance model by Robert Merton, which underlies many crosslisting studies, derives its results from the premise that investors can invest only 45 . Little support is found for the hypothesis that overseas listing firms are primarily motivated by diversification gains. Rather than maximizing the diversification gain by listing in markets with little economic correlation with one's home market, cross-listing activity is more common across markets for which return correlation is relatively high. Id. at 18.
46. The rule of law measure is based on the commonly-used index of the International Country Risk Guide (ICRG) that gauges the incidence of crime, enforceability of private and government contracts, and respect for property rights. The finding cited in the text is not surprising in light of the fact that the top host countries are also among the top scorers on the rule of law index.
47. Sarkissian and Schill argue that the stringency of disclosure requirements in a foreign country appears to attract foreign country listings, seemingly in contrast to findings by Saudagaran and Biddle, supra note 40, and Pagano et al., supra note 42. This contradiction could stem from the peculiar way in which Sarkissian and Schill gauge disclosure stringency. Unlike the former researchers, who use indices of disclosure requirements, the latter use a dummy variable that indicates whether the host country insists that the issuer use a different set of accounting standards than the set used in its home country. Although this yardstick does capture a sense of stringency in regulation, it does not reflect any improvement in the informativeness of the required disclosure system. [Vol. 22:195 in firms of which they know. 5 2 The foregoing discussion suggests that Merton's model now has an augmented version. Investors not only buy securities of firms which they know; they prefer securities of firms which they know better. This phenomenon is broader than the well-known home bias.
5 3 The types of familiarity that affect cross-listing and cross-border trading relate to geographical proximity, common historical heritage, and cultural proximity. The evidence surveyed in the prior discussion demonstrates that foreignness is not a dichotomous trait. Rather, for a particular destination market, such as the NYSE, certain issuers may be "more foreign" than others. The degree of foreignness depends on a humber of factors beyond nationality. Geographical proximity and historical heritage, which may include legal transplantation by colonial rulers, are straightforward concepts that do not need much elaboration. In comparison, cultural proximity is more elusive. Culture is a rich concept with many alternative definitions. This section explores the ways in which "cultural distance" between countries can be explicated and related to corporate governance, beyond just pointing out idiosyncratic features but without resorting to detailed descriptions. 54 Korean notions of Confucian corporate governance provide the basic reference case in this article. Specifically, the focus is on the possibility of enhancing Korean corporate governance with North Americaninspired elements through either cross-listing or direct legal reform.
A. Context: Korean Corporate Governance
A Brief Economic History
Korea's modern economic history begins in 1960. 55 After the rise of General Park Chung Hee to power in 1961, the Korean government opted for centralized economic planning. Having forced prominent businesspeople to turn in their equity shares in banks to the state, the government was also in control of commercial banks. Nationalistic sentiments and private firms' lack of reputation led the government to reject foreign direct investment (FDI) for financing enterprises that would come under foreign control. Instead, the government relied on foreign loans guaranteed by state-owned banks. In parallel, the government also used a variety of measures to prefer certain firms to others and direct them to specific industries. The debt-equity ratio of firms soared to over 300 percent in the 1970s. In 1972, the government had to bail out the debt-burdened corporate sector, thus violating creditors' rights and aggravating moral hazard. Another round of directed financial support to select firms ensued and gave rise to the swelling of the chaebols to mammoth sizes: the chaebol is a group of specialized companies with interrelated management servicing one another. From 1980 to 1997, this trend continued with few significant changes. Although the democratization of South Korea in 1987 brought an end to direct control of business, the strong emphasis on export, the rejection of FDI, and the implicit protection against bankruptcy continued. The government did not directly address problems of moral hazard and outright corruption. During the three decades preceding the 1997 financial crisis, the Korean economy grew from that of a poor developing country to one of the leading world economies. 57 In 1996, Korea joined the prestigious OECD club of wealthy nations, after taking several measures to liberalize its capital markets. During the summer of 1997, Thailand was hit by a financial crisis that stemmed from foreign investors' loss of confidence. The crisis quickly spread to the entire East Asian region. Korea was severely hit by this crisis, but there is wide agreement that its structural problems existed well before the crisis hit. At that time, the debt-equity ratio of the top 30 chaebols, which dominated a huge portion of the economy, had reached 519 percent.
With its foreign-exchange reserves nearly depleted, Korea applied to the International Monetary Fund (IMF) in November 1997, for a U.S. $58 billion bailout package. The Korea-IMF Memorandum on the Economic Program provided for a wide range of corrective measures related to macroeconomic policy, fiscal policy, and financial and corporate sector restructuring, with a strong emphasis on corporate governance reform. This was followed by subsequent memoranda, in line with the IMF's conditionality policy. 58 However, the economy rebounded far more quickly than anticipated and by 2001 Korea had fully repaid its rescue loan. 211, 211 (2002) . This lack of direct translation may be a minor coincidence. But the fact that a certain language lacks a term for a social concept laden with connotations such as corporate governance could indicate that this concept may have a more marginal role in people's thinking. Maybe this is another coincidence, but one may note that Japanese lacks a word for accountability, using the transliteration akauntabiritii instead. See AMIR N. LicTrr, ACCOUNTABILITY AND CORPORATE GOVERNANCE (Working Paper, 2002).
The Chaebol
[Vol. 22:195 rulers. 6° The initial wealth of the chaebols originated from the government sale of properties owned by Japanese colonizers and of other resources to their founding families.
6 ' However, the government prohibited the chaebols from owning private banks, partly in order to increase its own leverage over the banks in areas such as credit allocation.
A characteristic feature of the chaebols is that they are largely controlled by their founding families. Family control over the chaebol does not rest on direct holding of majority blocks of shares. Rather, chaebols exhibit intricate networks of cross-holdings among numerous companies such that family members enjoy effective control without owning even half of the cash flow rights. Such holding structures are known to engender severe agency problems. 62 As part of the IMF-mandated reforms in the wake of the 1997 crisis, controlling families were required to reduce their holdings in the largest chaebols. Nevertheless, while the equity share of family members declined from 14 percent to 4,5 percent by 2000, the total in-group holding remained steady. 63 This renders outside challenge to the management control of the major families virtually impossible.
64
The strong familial character of the chaebols manifests itself in numerous aspects of their management and operation. At the head of chaebols stands the chairman, who in the past also used to be the head of the founding family; however, the chairman does not formally hold a directorship position in many group companies. 65 The chairmanship position traditionally moved to the chairman's eldest son or to another close kin.
6 6 The board of directors used to be composed of only executive directors practically appointed by the chairman. Other top positions in the chaebols were generally staffed with members of the extended family. Professional managers too are more concerned with satisfying the dominant family than meeting the needs of the firm or its shareholders. 67 Organization and management in the chaebols are extremely hierarchical, mir-60. Literally meaning "business conglomerate," chaebol is the Korean pronunciation of the Chinese symbols that Japanese pronounce Zaibatsu. Although it is widely used by non-Koreans, Song notes that when Koreans use the word chaebol it is in a disparaging sense (due perhaps to its colonial lineage). SONG, supra note 55, at x.
61. SANG 
The Legal Environment
The legal infrastructure for corporate governance in Korea rests on its Commercial Code of 1962 (the Code). 7° Continuing the historical influence of Japan over Korea, the Korean Code mirrors the Japanese Commercial Code of 1950. The Japanese Code is an amalgam of a German commercial code and numerous amendments that were introduced into Japanese law by the American occupation forces in the late 1940s. Another statutory pillar for corporate governance is the Korean Securities and Exchange Act, which has a similar Japanese-American heritage (but without German roots). The present article will only briefly highlight some of the major changes Korean law has undergone in recent years 71 Already in 1995 (effective October 1996)-and well before the 1997 financial crisis occurred-Korea amended the Code in various parts to enhance the international competitiveness of Korean companies.
After Korean corporate governance was cited by the IMF as one of the major causes of the 1997 crisis, 7 2 additional rounds of amendments took place between 1998 and 2000. These amendments were primarily inspired by American law and American practices, although these were not the only sources. 73 In 1999, the OECD completed a code of corporate governance principles intended 68 [
These principles were adopted by the IMF and the World Bank as a standard recommended platform for corporate governance reform; 75 they were also adopted by CalPERS to guide its international investment strategy.
7 6 The core principle of these projects is the promotion of "the equitable treatment of shareholders"
77
-something that few would object to. Evidence from Korea showed that minority shareholders were indeed exploited by the chaebols' controlling families. 78 Although the OECD Principles are non-binding, there is considerable convergence toward them as an optimal corporate governance framework. 79 In accordance with the Principles, the major amendments to the Korean laws included (1) introducing a formal fiduciary duty of loyalty; 80 (2) introducing an option for companies to establish audit committees with a majority of non-executive directors; (3) establishing various minority shareholder rights, including a reduction in the minimum shareholding required for filing derivative suits; (4) requiring listed companies to have at least one outside director out of every four; (5) introducing cumulative voting; (6) requiring shareholder approval for major transactions.
1
It is too early to judge the success of these major legislative reforms. Naturally, there has been strong objection to the reforms from the chaebol controlling families. 8 required quota of outside directors and newly-established audit committees with people close to the controlling families. At times, even the government seemed to disregard the basic principles of corporate governance and encouraged the founder families to revert to their old ways by urging profitable companies to rescue their "brother" companies in distress. 87 Overall, "the government's interest in undertaking further reforms now seems on the wane." 88 At least regarding cross-listing, however, the Korean government seems determined to promote reform. As part of modernizing Korea's equity market, and in tandem with establishing KOSDAQ as a market for start-up companies, the government took steps to allow Korean issuers to cross-list their stocks on nine foreign stock markets.
89 Among the reasons cited by the government for the new rules was "enhancing the transparency and efficiency in management and corporate governance by means of globalization of the disclosure system, accounting system and practice in the securities industry." 90 The Korean Financial Supervisory Commission promulgated rules intended to equalize the information provided to the Korean market by such dual-listed issuers with the information they disclose in foreign exchanges.
t
Korea's economic recovery came in 1999, before all the reforms were promulgated. Thus, a lingering question remains regarding any causal relations between Korea's structural and institutional problems, the reforms, and the recovery. For the present purposes, we are interested in the degree to which the reforms could diminish the virtual distance between Korea's corporate governance system and the features that may be more highly valued in international securities markets. An investigation of Korea's social infrastructure, its Confucian heritage, is the next step in this inquiry.
The Confucian Heritage
In brief, the Confucian ideal of social structure rests on the "Five Relationships." Formulated by classical Chinese philosophers, this concept states that there should be affection between father and son, righteousness between ruler and minister, attention to separate functions between husband and wife, proper order between old and young, and faithfulness between friends. The Confucian ethic places a unique emphasis on the family. Filial piety probably is the central value. In the traditional extended-family system, the needs of the family have priority over individual investigational needs; indeed, Korean familial relations [
clan, a patrilineal group that defines itself in terms of a common distant ancestor. 92 In terms of organization structure, Confucianism champions strict hierarchical structures. This begins with the family in which the father is the source of authority, loyalty runs to him, and responsibility for family members rests with him. This paternal hierarchy extends to other social contexts.
Confucianism was Korea's state philosophy during the reign of the Choson dynasty (1392-1910), which lasted for more than five hundred years, until Korea was colonized by Japan. 93 The country is the most ethnically homogenous country in the world; 94 it is also among the oldest continuously existing countries. 95 Compared with other countries with .a Confucian heritage, Korea is said to be the most Confucian in the world. 96 It is therefore not surprising that commentators widely agree that the Korean corporate governance system reflects features of Confucian culture. It should be noted that Korea also has a significant Christian population, the largest in Asia. Some scholars claim that as a result, Korea developed a mix of the Confucian ethic and the Protestant Puritan ethic (as defined by Max Weber).
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B. Comparing Cultures
The Problem
Thus, Korea is a fascinating country with a rich culture that emphasizes the family and shares some features of its rich culture with some, but not all neighboring Asian countries. How should knowledge of Korea's cultural heritage inform foreign investors in Korean ADRs or policymakers contemplating corporate governance reform? Recall that for particular issuers, these two contexts are conceptually identical. In both cases, the established Korean corporate governance system would be enhanced with foreign elements. In the case of corporate governance, American-inspired corporate governance features are directly transplanted into Korean law. In the case of Korean ADRs, American provisions constitute an additional normative layer, as issuers become subject to (diluted) 98 he mere surface changes in the legal regime may not effect large changes in the overall level of protections for minority investors. Indeed, the law itself may in fact matter less. Culture, for example, may play a larger role in how often controlling shareholders and managers expropriate value from minority investors."); Park, supra note 57, at 25 ("The restructuring that took place both in financial and corporate sectors so far was, however, more of adjustments in 'hardware'. . . [Mlending some corporate governance laws would prove relatively easier than reforming the actual practice."); Lim, supra note 55, at 30 ("[The feudalistic infighting for corporate control at the Hyundai Group illustrated that Korean firms had changed very little with regard to corporate governance."); Kim, supra note 57, at 35 ("It may be at least questionable whether the OECD Principles indeed offer guide and help in dealing with the corporate governance problems in Korea.").
102. 
Value Dimensions
Cross-cultural psychologists have made considerable advances over the last two decades toward developing a universal analytical framework for comparing cultures.
10 6 Defined in subjective terms, culture is the values, orientations and underlying assumptions that are prevalent among the members of a society.' 0 7
A common postulate in cross-cultural psychology is that all societies confront similar basic issues or problems when they come to regulate human activity. The cultural responses to the basic problems that societies face are reflected in prevailing value emphases.'o Because values vary in importance, it is possible to characterize societies by the relative importance attributed to these values in the society using dimensional models. This yields unique cultural profiles for societies or countries.' 0 9
A pioneering and still influential dimensional framework for characterizing cultures was advanced by Geert Hofstede," 1 0 which is used today in studies on pie, resists hierarchy and centralized authority more than, say, French culture. German citizens are proud of their national codetermination. Italian family firm owners may get special utility from a longstanding family-controlled business, while an American family might prefer to cash the company earlier and run the family scion for the U. Tables 1 and 2 , respectively, set forth the Hofstede and Schwartz value dimensions and the basic societal problems they address. Each dimension describes a range of possible societal stances between two polar extremes.
Based on their value priorities, countries can further be classified into cultural regions. Hofstede's analysis yielded the following regions: Anglo, Germanic, Nordic, two Latin regions, two Asian regions (one consisting only of Japan), and Near Eastern.' 16 Six cultural groups of nations were identified by Schwartz: English-speaking, West European, East European, Far Eastern, Latin American, and African.
11 7 A broader, more recent sample suggests that the Far Eastern cultural region comprises two sub-regions: South Asian and Confucian."
8 The latter region consists of China, Hong Kong, Taiwan, South Korea, Singapore, and Japan-though Japan differs some from the others. 112. The names of value dimensions are capitalized throughout to notify that these are terms of art whose definitional meaning might differ from the common usage of these words.
CULTURE'S CONSEQUENCES: COMPARING VALUES, BEHAVIORS, INSTITUTIONS, AND ORGANIZATIONS
AcROsS NATIONS (2d ed. 2001) [hereinafter CULTURE'S CONSEQUENCES]; GEERT H. HOFSTEDE, CUL-TURES AND ORGANIZATIONS: SoFTWARE OF THE MIND (1991) [hereinafter SOFTWARE OF
113. This label has elicited negative responses. Writing originally in 1980, Hofstede was well aware of the problems of attributing certain qualities to particular genders. He nonetheless kept this dimension, arguing that it reflects a positive reality that is independent of its normative undesirability. 
This value dimension was not included in
Hierarchy/Egalitarianism
This dimension concerns guaranteeing responsible behavior that will preserve the social fabric. Hierarchy refers to a cultural emphasis on obeying role obligations within a legitimately unequal distribution of power, roles, and resources. Egalitarianism refers to an emphasis on transcendence of selfish interests in favor of voluntary commitment to promoting the welfare of others.
Mastery/Harmony
This dimension concerns the relation of humankind to the natural and social world. Mastery refers to a cultural emphasis on getting ahead through active self-assertion whereas Harmony refers to an emphasis on fitting harmoniously into the environment.
These theories and data make it possible to make systematic observations about Korea's culture. In Hofstede's regional classification, Korea is part of the Asian region. Its scores on Hofstede's dimensions reflect societal preferences for high Collectivism, high Uncertainty Avoidance, moderately high Power Distance, moderate Masculinity, and high Long-term Orientation.
1 9 In the 119. HOFSTEDE, CULTURE'S CONSEQUENCES, supra note 110, at 500. Hofstede's scores are based on surveys that were conducted in the late 1960s and early 1970s. Since that time, Korea has experienced massive changes in its economic and political conditions-a fact that could affect its cultural values. Jong-Seo Choi provides a knowledgeable discussion of this issue and argues that Koreans have become more individualist and less uncertainty avoiding. This is a plausible assertion.
Schwartz data, Korea's scores reflect societal preferences for Embeddedness over Autonomy, for Hierarchy over Egalitarianism, and for Mastery over Harmony. This profile is consonant with many analyses of Confucian culture.
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Overall, the cultural profiles under the two dimensional theories are congruent with one another. Hence, the nature of Korea's culture as Confucian, autocratic, and collectivist, or embedded, has concrete empirical support.' 2 1
Cognitive Styles
For several decades, most psychologists have assumed that basic cognitive processes are universal: Every human being is equipped with the same set of attentional, memorial, learning, and inferential procedures.
122 Cognitive scientists' endorsement of the universalistic position was encouraged by the analogy between the human mind and the computer: brain equals hardware, cognitive procedures equals operating principles and factory-installed software.
1 2 3 The heuristics and biases movement started by Kahneman and Tversky encouraged the view that procedures such as judgment of probability by the representativeness heuristic and judgment of frequency by the availability heuristic, were primary, universal, and difficult to alter.' 24 Evidence since the late 1990s now casts doubt on the universality assumption about cognitive processes. Studies indicate that cognitive styles differ markedly across cultures. People from different cultures perceive, understand, and judge the world in systematically different ways. Cultural differences in cognitive processes are further tied to cultural differences in basic assumptions about the nature of the world. Finally, cultural practices encourage and sustain certain kinds of cognitive processes, which then perpetuate the cultural practices. [Vol. 22:195
LEGAL PLUG-INS
The vast majority of empirical studies compared Western (mostly American) subjects with East Asian (mostly Chinese and Korean) subjects. For instance, Americans were more inclined to assign causality and responsibility to individual group members in agency situations, while the Chinese were more inclined to assign them to attributes of the group as a whole. 126 In explaining causes of behavior, Koreans, more so than Americans, placed credence on situational and interactional factors. 127 Koreans were also better able than Americans to recognize the influence of situational constraints on individual behavior: Americans were more susceptible to the fundamental attribution error. 128 On the other hand, Koreans were more susceptible to the hindsight bias, believing that they could have predicted outcomes that in fact one could not have predicted. 129 This finding may stem from the fact that in analyzing a situation, Koreans consider more factors as relevant than Americans do. 130 To conceptualize the differences between subjects' cultures, researchers draw on the distinction between conceptions of the self as independent versus interdependent, as suggested by Markus and Kitayama.
13 1 In this view, the Western construal of the self is characterized by a sense of autonomy and distinctiveness from others. In the East Asian construal of the self, one's identity is diffused socially across significant others in one's in-group. 132 These polar views resemble Schwartz's Autonomy/Embeddedness dimension and are also reminiscent of, but not identical to, Hofstede's and Triandis's Individualism/ Collectivism distinction. 1 33 Explanations for these, and many other striking cultural differences in cognitive styles call upon differences in reasoning traditions with ancient roots-possibly traced to the era of Confucius and Aristotle.' 
Measuring Cultural Distance
To examine some empirical evidence of the implications of cultural differences on corporate governance, it is useful to explore the concept of cultural distance. Conceptually, the cultural distance between nations represents "the sum of factors creating, on the one hand, a need for knowledge, and on the other hand, barriers to knowledge flow and hence also for other flows between the home and the target countries."' 35 The discussion thus far has shown that the notion of countries' cultures differing goes beyond lay intuitions and can be analyzed systematically. By extracting the most fundamental differences among cultures and operationalizing them in numerical data, the cultural value dimension framework then allows for the generation of testable hypotheses and further empirical investigation through cross-sectional samples. The legal and economic literature has not yet taken advantage of this powerful tool. 136 However, as noted above, international business scholars rely extensively on Hofstede's theory and data. Based on this framework, this line of scholarship has also developed a numerical measure for cultural distance.
To understand the operationalization of cultural distance, consider nations' scores on each of the cultural value dimensions as coordinates on a grid or in a space. Hofstede's original framework thus defines a four-dimensional space. Cultural distance between two particular countries in this context would consist of some weighted average of the differences between these countries' scores on the four dimensions. A seminal study by Kogut and Singh investigated American corporations' mode of entry into business in foreign countries and specifically the hypothesis that differences in cultures among countries influence the perception of managers regarding the costs and uncertainty of alternative modes of entry.' 37 To test this proposition empirically, Kogut and Singh developed a composite index of cultural distance based on the deviation along Hofstede's dimensions. The index consisted of the average of the square difference between the scores of the United States and the other country on each dimension, weighted by the variance of this dimension. Subsequent studies have used Kogut and Singh's measure, sometimes with adaptations or simplifications. 138 The relationship between cultural distance and mode of entry into business in foreign countries is the subject of a large research literature but has not yet been fully discerned. 139 Some scholars have found that cultural distance correlated positively with high levels of home control in the entry mode (wholly owned subsidiaries). 140 Others relate higher levels of cultural distance to shared control modes of entry (joint ventures).141 The exact answer may be contingent on the interaction between cultural distance and some additional factors. 14 2 For the present discussion, determining the answer to this question is unnecessary. To be gleaned from this lively debate is the possibility of analyzing complex and nebulous social concepts like "cultural distance" in a fully rigorous fashion.
C. Implications
The above review suggests several insights gained by recent research that are directly relevant to corporate governance. The fundamental problem of corporate governance-namely, the agency problem faced by various corporate constituencies-stems from moral hazard situations, created by informational asymmetries between investors and their agents. 143 Corporate governance systems utilize both legal measures and shareholding structures to mitigate these asymmetries and reduce their adverse effects. But because informational asymmetries cannot be fully eliminated, neither can the agency problem be fully resolved. When investors and corporate agents come from different cultures, the cultural distance between them may exacerbate informational asymmetries and erode the effectiveness of governance mechanisms.
The general hypothesis implied by the above-mentioned research is that basic concepts of corporate governance-including accountability, self-dealing, and fair and equitable treatment-would be related to certain value emphases and cognitive styles. These concepts probably connote fundamentally different things to Americans than to Koreans.
As a case in point, consider the independent director. Codes of corporate governance principles strongly recommend that at least a substantial number, if not a majority, of board members in public corporations should be independent. 144 These codes, as well as stock exchanges' listing rules, require that sensitive board committees (for instance, remuneration committees) be dominated by independent directors. 1 45 The exact definition of "independent" varies, but the ideal type of the independent director is a person who is unrelated to the company's insiders with regard to family or business ties, who will insist on transparency and accountability from senior managers, and who is capable of openly challenging the chairperson and other members of the board. Moreover, if necessary, an independent director will be willing to bring a derivative action if the interest of the company and its public shareholders requires such action.
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Can Koreans fulfill the role of independent directors as effectively as Americans, or in line with American expectations? The line of research surveyed above suggests a negative answer. A set of studies by Kim and Markus examined how values of uniqueness or conformity are manifest in mundane actions that are common in everyday life and found cultural divergence in values, beliefs, and affect. Americans preferred uniqueness, while Koreans and other East Asians preferred conformity.' 4 7 These results show that the negative connotation of conformity among Americans is a cultural construct. In East Asia, where conformity is the norm, standing out and speaking one's mind-which are cherished qualities in the United States, and are particularly sought for in outside directors-are not viewed positively.
Menon et al. compared explanations for "rogue trader" scandals in leading newspapers from a Confucian-influenced East Asian country (Japan) and from the United States.
148 All cases involved multimillion dollar losses occurring in banks during the same 5-year period of 1991-1996 and incurred in connection with a mid-level manager's behavior. However, because neither the individual nor the organization fully controlled the other, blame was not definitively placed in either. The results showed that American accounts of all scandals emphasized the individual rather than the group more so than did the Asian accounts.
14 9 In other words, while the accountability of the individual was "evident" to American observers, mitigating structural factors were not, and vice versa for the Asian commentators.
Finally, Korean views as to who may be regarded as an unrelated-and, therefore, independent-person vary greatly from American views. Koreans regard those who share the same great-great-grandfather as their relatives. As previously noted, the most common unit of bloodline-based social network is the clan, whose members identify with a shared ancestor who lived hundreds or even a thousand years ago. "Nevertheless," Han and Choe maintain, "awareness of belonging to the same clan seems enough to change interactional patterns."' [Vol.
22:195
Other significant network-based identities for Koreans include regional groupings composed of people from the same hometown and school networks composed of alumni. Networks are effective in facilitating interpersonal interactions; the more networks both interactants share, the more smoothly the interaction proceeds. 15 These studies suggest caution in pursuing a vigorous policy of staffing Korean boards with independent directors. A truly independent director may be considered an outsider rather than an outside director. Even if perceived as an integral part of the group of board members (and to the extent that this is so), it would be difficult for her to identify the complex cases and to ask the hard questions. This is not to say that independent directors would be worthless in Korea. There is some evidence that outside directors are associated with higher values-of Korean public companies.' 52 Yet the trend toward giving independent directors greater pride of place is somewhat puzzling. Empirical studies in the United States thus far have not shown any significant contribution of higher board independence to corporate performance.' 53 The general and particular propositions stated above clearly are worthy of further investigation. The remainder of this section discusses additional aspects of corporate governance about which cultures may differ. The focus is on the actual content of different cultural emphases more than on the degree of difference (that is, the cultural distance). Studies that find a significant contribution of cultural factors in their data (in regression analyses) effectively imply that the cultural distance was large enough to produce a noticeable variance in the observed data. Whenever cultural differences are mentioned as an obstacle to regulatory reforms one should infer that cultural distance might be involved. Concrete empirical investigation that relies explicitly on cultural distance variables is clearly warranted.
1 54 The following section returns to this factor and connects it to informational distance in cross-listed securities.
Accounting Standards and Practices
Cross-listing studies employing various methodologies invariably indicate a potent factor in the decision to list on a foreign market is the disclosure regime that would govern the issuer in the destination market. At the heart of these disclosure regimes are the accounting principles under which issuers prepare their financial statements. These statements are public corporations' principal means of communication with their shareholders. As such, accounting disclo- 154. With regard to the United States and Korea one may assume that the cultural distance between them is significant, at least along the Individualism/Collectivism or Autonomy/Embeddedness dimensions.
sures are an important corporate governance tool. 1 55 A sophisticated accounting profession with the skill to discover undisclosed self-dealing transactions and insist on proper disclosure is among the core institutions required for successful securities markets to develop.' 56 The findings by recent migration studies of cross-listing clustering into cultural regions and of cultural proximity affecting cross-border trading' 57 suggest that cultural differences may contribute to what Portes and Rey call "informational frictions." These findings beg the question whether national accounting standards reflect cultural features. Not surprisingly, the answer is that they do-or, more accurately, that they did.
Accounting is a social activity. It rests on continual judgments and decision making. In certain cases, accounting may involve ethical issues (especially in auditing activities). International accounting scholars agree that culture is a major factor among those that affect national accounting systems, including rules, practices, and institutions.1 58 Drawing on Hofstede's value dimensions, a seminal work by Sidney Grey set forth possible connections between national culture and accounting systems.' 59 For example, Grey hypothesized that a preference for secrecy in accounting would correlate with strong Uncertainty Avoidance, high Power Distance, Collectivism, and Long-term Orientation.' 60 Salter and Niswander found that Grey's theory is best at explaining actual financial reporting practices and that the prominent explanatory variable was Uncertainty Avoidance. Controlling for the development of financial markets and levels of taxation enhanced the strength of the findings.' 6 ' Negative relations between Uncertainty Avoidance scores and levels of disclosure were found in a number of other studies.
1 62 Evidence further indicates that withholding information from investors in high Uncertainty Avoidance countries benefits companies through lower litigation.'
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The intensifying cross-listing trend during the 1990s has underscored the fact that international diversity in accounting systems has imposed heavy transaction costs on issuers who have wanted to tap foreign markets, due to the need to prepare a different set of financial statements according to each market's accounting regime. It has been shown, however, that the reconciliation of accounting data to U.S. generally accepted accounting principles (GAAP) required under Form 20-F was value-relevant. 164 For over a decade, U.S. GAAP were thus praised by SEC officials as a central component of the greater investor protection provided by American stock markets. Yet, these principles were also blamed by NYSE officials for deterring potential issuers from bringing more business to U.S. stock exchanges.'
65 During the late 1990s, the SEC clashed with the International Accounting Standards Committee (IASC) over the ultimate content and stringency of the International Accounting Standards (IAS) that the IASC was developing. The confrontational interaction with the IASC intended to ensure that the U.S. markets were not put at a competitive disadvantage vis-A-vis non-U.S. markets.
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The resulting set of thirty core 1ASs eventually produced by IASC and endorsed by the International Organization of Securities Commissions (IOSCO) t6 7 -though not yet by the SEC-is said to be very close to U.S. GAAP.
t 6 8 The world is nearing a point in which the larger part of disclosure regulation will not exhibit cross-national diversity, as comparability of financial statements will be ensured.
Empirical research shows that the imprint of national cultures on accounting systems still looms, however. As the trend of accounting standard harmonization gains momentum, culturally-related differences that in the 1990s were discemable in formal accounting rules have become less visible. The adoption of the IAS surely increases the amount of information available to public investors 170 and it can therefore mitigate moral hazard in issuers who seek a foreign listing. If regulators require IAS-based disclosure from domestic issuers as well, then differences among national regimes would further diminish. Yet even disclosures that comply with IAS are prepared by professionals in the issuer's home country. To the extent that the issuer's home country traditionally did not require the fullest disclosure, the problem becomes one of enforcing the new rules rather than requiring disclosure.
A study of accounting disclosures by issuers who complied with IAS shows that de facto compliance with IAS is greater for issuers with U.S. listings or filings. This highlights the significance of enforcement of any disclosure regime that would govern issuers.
7 1 The accounting professionals entrusted with this task are the auditors. But formal harmonization reforms may have little impact on auditing practices. Thus, differences in auditing practices were found between British auditors and German ones, notwithstanding a European Union Directive that established the "true and fair view" as a general auditing standard. ' 72 Arnold et al. recently examined differences in materiality estimates among experienced senior auditors in the (then) big-six accounting firms in Europe. Subjects were asked to estimate the materiality of discrepancies in financial statements of a client whose integrity was rated as high or low.'
73 Although there are conventions and formal guidelines for auditors governing materiality thresholds, significant differences were found among auditors in their materiality judgments. Uncertainty Avoidance emerged as the most powerful explanatory variable for these differences; in high Uncertainty Avoidance societies, auditors might expand the limits of the materiality estimates so that remaining errors are not deemed material.
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The materiality of informational items is perhaps the single most important issue in securities regulation. Materiality is the yardstick with which the scope of required disclosure is determined and hence the test under which cases of misrepresentation, fraud, and insider trading are decided.
1 7 5 Arnold et al.'s study implies that at the most sensitive junctions of judgment on corporate disclosure, the people in charge of guaranteeing the quality of disclosure are affected by their cultural values. No matter how harmonized (or reconciled) the disclosures of a cross-listed foreign issuer are as a matter of form, these disclosures will differ systematically from a similar disclosure of a domestic issuer. Note that Arnold et al.'s subjects were top-of-the-line auditors, working in local branches of American firms under highly uniform standards. It is plausible to assume that the disclosures of issuers who use purely local accounting professionals or are located in non-Western countries will exhibit even stronger cultural biases.
In the case of Korea, several reforms mandated by the IMF related to accounting issues to improve public shareholders' protection. These reforms included convergence toward the IAS, preparation of special combined statements for the chaebols, and nomination of external auditors in listed firms. Jong-Seo Choi provides a piercing account of Korea's accounting system as one that prefers secrecy and favors chaebols' owner-managers-consistent with Korea's cultural profile of a Confucian country.' 7 6 Regarding the degree to which the reforms might have changed this system, Choi correctly observes that cultures exhibit high resilience to change but that external shocks could induce change. Yet the 1997 crisis apparently has not been a shock of sufficient magnitude, as most of these numerous reforms remain on paper. The societal emphases reflected in these findings are compatible with diametrical views about the rule of law as a desirable basis of social order that were expounded generations ago by Socrates and Confucius.' 85 At least in countries with a strong Confucian heritage, the cultural infrastructure calls on people to seek guidance for conducting their personal life and social interactions in sources other than the law.'
86 As a result, reforms in governance systems that rely on legislative amendments are bound to face serious challenges in their implementation phase. A fortiori, efforts to upgrade a Korean issuer's corporate governance by adding an external layer of foreign rules and regulations through cross-listing-beneficial as they might be-are likely to meet even greater hurdles. To the issuer's management, accountants, and similar parties, the foreignness of such rules and regulations is not only technical, but fundamental.
D. Policy Implications
This section has made considerable forays beyond the areas usually covered in discussions of corporate governance and securities regulation. The immediate motivation for this was the recently-gained recognition that standard economic and financial factors cannot fully explain the observed patterns in cross-listings-in particular, the weakness of evidence in support of the bonding hypothesis. In the present context, the findings surveyed in this section provide concrete content to the somewhat fuzzy notions of familiarity, foreignness, and cultural distance among nations, securities markets, issuers, and investors.
These findings have direct implications for policy-makers and business people. Bernard Black has noted that in order to develop well-functioning securities markets, a country would need to ensure that a host of appropriate legal, regulatory, professional, and cultural elements are in place.' 87 This elaborate social infrastructure is needed for combating insiders' resourcefulness in illegitimately deriving private benefits from public corporations. Cross-listing on a well-regulated market would serve as a short-cut for issuers interested in selfimproving their corporate governance beyond the level provided by their home country's regime. This piggybacking strategy relies on an implicit assumption that the destination-market's regime would mesh smoothly with the issuer's existing regime. To use the legal plug-in metaphor, the plug-in regulatory components provided even by the better-regulated destination markets do not add much force to issuers' governance systems (and in some cases actually could downgrade them). 188 This section has shown that differences among nations may lead to regulatory components failing to plug-in into foreign issuers' governance systems. With greater distance-geographical, cultural, or other-between an issuer's origin and destination markets come greater challenges to utilizing the destination market's regulatory regime.
Yet the policy implications of cultural distance go much deeper than pointing to limits to the usefulness of cross-listing for corporate governance improvement. Nor would one argue in earnest that foreign legal elements can be adopted by another legal system without at least some adaptation. The theory and preliminary evidence on cultural emphases and cultural distance contribute to the analysis and design of legal reform by pointing out the magnitude of potential resistance by receiving countries, or corporations, to foreign legal elements. Cultural orientations represent general societal emphases that are deeply ingrained in the functioning of major societal institutions, in widespread practices, in symbols and traditions, and, through adaptation and socialization, in the values of individuals. The theories and data that underlie the present discussion suggest that cultural orientations change slowly over time spans of decades and centuries. As a result, cultural value emphases may preserve and perpetuate the imprint of ancient intellectual legacies and historical initial conditions. 1
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The foregoing discussion leads to a more fundamental issue. Various rationales underlie the predominance of Anglo-American features in current blueprints for reform in corporate governance and securities regulation regimes. The dominance of American and British institutional investors in the global securities market creates a demand for familiar features, which are hopefully effective for minority investors like them. In part, this dominance may be a derivative of the United States' prominence in international organizations like the World Bank and the IMF. In part, it is supported by the evidence cited in the introduction.
1 9 Yet as we have seen, the implementation of these models in other countries faces considerable obstacles. Furthermore, in the wake of the 2002 wave of scandals in the United States, this system no longer is perceived as optimal.
The architects of corporate governance reform may want to consider the idea of culturally compatible governance. For instance, Korea has done quite well with its own version of corporate governance, based on an amalgam of imported legal elements and local practices. Although the system collapsed, it also rebounded, most likely thanks to its own qualities more than to the reforms in law and accounting principles. It is true that the Korean corporate governance system could be improved-and must improve in order to compete in global markets. The far-reaching reliance on American models may bring about some improvement. But Korean reformers could devise better corporate governance that draws on the country's huge social capital that its cultural endowment embodies.
Indeed, Koreans today seem to treat their Confucian heritage with ambivalence. 191 In the current political ideological landscape in Korea, people who champion ideals of democracy would also argue that the Confucian heritage still found in Korean society has no legitimate space. "According to this conception, Confucianism represented hierarchy, feudalism, elitism, and male domination, and an enlightened, democratic, and progressive Korean nation had no use for such things. "' 192 Yet by ignoring the potential value of this endowment the re-forms resemble an attempt to write-off Korea's Confucian heritage as an economically productive asset. Designing a culturally-compatible governance model that would leverage this social capital and put it to modern productive use exceeds the scope of this article and is left to future research.
III.
INFORMATIONAL DISTANCE REVISITED
The research evidence showing that informational distance is a major determinant in cross-border listing and trading is related by researchers to cultural affinities between countries, as expressed with language, common colonial heritage and so on. This view is closely related to the conceptual definition of cultural distance that is based on the need for knowledge, on the one hand, and barriers to knowledge flow on the other hand. This section adds another perspective to question the governance-improving effect of cross-listing. Crosslisting opens new avenues for corporate insiders to take advantage of public shareholders by trading on inside information. Instead of ameliorating the adverse effects of moral hazard due to information asymmetries, cross-listing may in fact exacerbate them. Recalling that cross-listing is supposed to facilitate the flow of information between firms and investors who are located in different countries, cultural distance can either facilitate or hinder this effect. The greater the cultural distance between home and host countries is, the hypothesis goes, the larger is the informational asymmetry between them and the more difficult it is to close this informational gap through cross-listing.
Two strands of research in international finance bear on the relevant issues, namely, asset pricing in international securities markets and market microstructure. Both topics are technical and relatively less accessible, yet they entail policy implications in the present context and are discussed in turn.
A. International Information Asymmetry
A well-documented phenomenon in international securities markets is the home bias.
19 3 Basic financial prudence calls for diversifying idiosyncratic risks in investors' portfolios to the extent possible. Such diversification would also include international diversification so as to minimize country-specific risks. Yet investors exhibit a home bias by overweighing the domestic market in their portfolios. This phenomenon persists despite the collapse of many barriers that previously segmented securities markets.' 95 As securities markets become more integrated, researchers pay more attention to information asymmetries among market players in an attempt to explain the home bias and other phenomena, which show that location matters.
Major advances in telecommunication technology notwithstanding, geographical proximity to information sources still confers substantial benefits on those closer to such sources even at the domestic level. 19 6 This informational advantage encourages investors to prefer stocks that are closer to them, thus supporting a home bias at the domestic level. 197 At the international level, the picture is more complicated. It may be more accurate to refer to an "informational distance" in this context rather than just geographical distance. Several factors may affect firms' informational distance from investors. Firstly, geographical distance at the international level operates as at the domestic level in putting more distant investors at a relative disadvantage. [Vol. 22:195 cultural differences (loosely defined) correlate positively with investors' preferences for particular stocks.' 99 The quality of corporate governance in firms' home country may also affect the degree of home bias. 2° On the other hand, since foreign investors tend to be large institutions they are more likely to have better resources for managing their portfolios and, generally, be more sophisticated.
2°'
Choe, Kho, and Stulz examined whether domestic investors have an information advantage over foreign investors with regard to individual stocks traded on the Korean Stock Exchange from end-1996 to end-1998. 2°2 Foreign investors were found to buy at significantly higher prices and sell at significantly lower prices than domestic individuals for medium and large trades. Foreign institutions are less disadvantaged relative to domestic institutions than relative to individual investors. Moreover, foreign investors are significant net buyers before a negative abnormal return event and significant net sellers before a positive abnormal return event. Whereas foreigners do not trade ahead of the event day, it appears that domestic investors do. Foreign investors also trade at worse prices than domestic individuals typically do. 20 3 These and additional findings suggest that individual Korean investors systematically take advantage of foreign investors. Although the magnitude of this disadvantage may not be substantial for long-term institutional investors, potential buyers of Korean ADRs will be alarmed by these findings.
B. Dominant Markets and Informed Trading
Cross-listing can affect the home bias by mitigating some aspects of foreign stocks' informational distance. For example, U.S. exchange-listed foreign firms report in English and reconcile their financial statements to U.S. GAAP. 2°4 American investors may thus consider these firms more familiar and increase their holdings in them.
20 5 Yet, as it brings foreign stocks closer to investors, cross-listing also brings innocent (or at least less-informed) investors closer to unscrupulous insiders. Cross-listing may thus make investors in host markets more likely to get exploited by better-informed traders. By connecting the home market with the foreign host market, cross-listing increases the opportunities for insiders to profit from private information. This argument was presented in detail elsewhere based on then available theory and evidence. More recent research informs this discussion and the policy implications stemming from it.
A common wisdom in the theory of market structure used to be that stock markets are bound to consolidate. 20 7 The underlying logic of this prediction was that market liquidity engenders positive network externalities and therefore "liquidity attracts liquidity." 20 8 Greater liquidity improves the ability of markets to perform their primary function of facilitating trading by matching buyers and sellers and enabling them to effect trades on the best possible terms. Therefore, one big market would be better than two small ones. Although stock exchange consolidation is already under way and is likely to continue to some degree, 2 10 it is doubtful that market fragmentation will ever disappear. Even the most sophisticated markets, such as the NYSE, exhibit fragmentation features both in time (through continuous trading) and in space (the "upstairs" market). It seems that fragmentation helps the market to function by catering to participants with special needs.
2 11 Lipson presents a model that extends this logic to international markets in cross-listed stocks. 2 In this respect, financial factors will always be second to national support for the mainte-nance of a national stock market. With regard to policy implications and regulatory concerns, attention should be better paid to the serious issues that arise in the current situation.
When a stock is cross-listed on more than one market, constant arbitrage activity takes place between these markets, causing the price of the stock to behave as if it is generated by a single process.
21 3 Yet these markets do not have an equal role in the price formation process. In practice, one market functions as the dominant market in that it tends to lead the movement of prices. The other markets function as satellites, constantly chasing price movements in the dominant market and occasionally contributing to price formation. There is now ample evidence showing that the home markets of cross-listed firms dominate the price formation process. 21 4 This is consistent with the evidence on informational asymmetries in trading and in holdings of foreign securities that favor the home countries.
The integrity of the price discovery process is a matter of great import. In its seminal decision in Basic Inc. v. Levinson, the U.S. Supreme Court held that "[a]n investor who buys or sells stock at the price set by the market does so in reliance on the integrity of that price."
21 5 This presumption of reliance rests on an underlying assumption about the informational efficiency of the major markets in the United States. It also relies on the assumption that all material infor-. mation concerning the issuer had been disclosed. Insiders are prohibited from trading on material non-public information. 21 6 In practice, American insiders do trade on inside information, 2 17 but the levels of insider trading in other countries appear to be considerably higher. How does cross-listing affect the incidence of insider trading in the issuer's stock? Market structure scholars previously differed on this point. 21 9 To see the problem, consider a simple setting first. When one party to a transaction has superior information, the other, less-informed party is bound to lose. Theoretical models of market trading usually consider an informed trader, a market professional, and an uninformed trader. The latter trader is sometimes referred to as a "noise trader," since she lacks actual information on firm value, or as a "liquidity trader," since she may be motivated by liquidity considerations. 220 Liquidity traders are the constituency that is typically being exploited by informed traders. However, market professionals too may find themselves facing an informed trader without knowing it. In a single market, these professionals will respond by adjusting their buy and sell prices (or quotes) to the likelihood of transacting with an informed trader.
The next step is to move to a multi-market environment. In this setting, two or more markets compete with each other for the flow of order. Beyond lowering transaction costs, markets could also compete over their level of integrity. Two strands of arguments can be identified on this issue. Chowdhry and Nanda advanced a theoretical model in which market makers divulge trading information more fully, by making the trading process more transparent, in order to discourage trading by informed traders or insiders.
22
The competitive dynamics that emerges is for the "cleaner" market, as market makers "race-for-the-top" in cracking down on insider trading. The more stringent market succeeds in attracting most of the trading.
Another line of studies reaches opposite conclusions. Madhavan presented a model in which in addition to informed and uninformed traders, there are also large liquidity traders (such as institutional investors) who would like to work their positions gradually into the market and split them between markets. 2 22 In this setting, fragmentation and lesser transparency is the equilibrium, and there is no race for the top. Consequently, informed traders can also conceal their trades more easily. Finally, a recent study by Nuno Martins presents a theoretical model in which information asymmetries between investors drive the foreign listing decision. Strikingly, the model predicts that as information asymmetries increase, an international listing will benefit the domestic informed traders. With cross-listing of the firm, domestic informed traders increase the volume of trading as they now have additional means to take advantage of the less inreturn continuation following high volume days, suggesting the presence of private information trading in emerging markets Empirical studies conducted until the late 1990s looked mostly at the impact of cross-listing on trading volume and return variance. These studies were unable to reach unequivocal conclusions.
22 4 Martins studies equity issues by firms from emerging markets and reaches findings consistent with his theoretical predictions. 225 In a carefully designed study of cross-listed Dutch stocks, Menkveld is able for the first time to provide evidence on traders who prefer to trade during overlap trading hours in New York and Amsterdam and to split their orders across markets. 2 26 In particular, the results more strongly support the proposition that it is informed traders, rather than large liquidity traders, who split their orders across markets.
227
In conclusion, cross-listing entails more than just subjecting the issuer to the host market's regulatory regime; it also subjects the host market to potentially adverse effects coming from the issuer's home county. It does not matter which market ends up with the larger portion of trading volume. In a multimarket environment, the home market is more likely to retain its informational advantage, and insiders are better able to profit from this advantage.
CONCLUSION
This article has explored a new aspect of much discussed issues in corporate governance reform and cross-listing of securities: the role of cultural and informational distance. The present analysis enriches current discussions by adding a dimension of cultural analysis, as it has developed in cultural and crosscultural psychology. The analysis offered here is not intended to replace or trump analyses that draw on other approaches, most notably, an economic analysis approach. To the contrary, this article serves to demonstrate that these lines of inquiry can, and should be combined. 
